STATE OF MAI NE Docket No. 98-138
PUBLI C UTILITIES COW SSI ON
Septenber 2, 1998

MAI NE PUBLI C SERVI CE COVPANY ORDER
Request for Approval of Reorganization

Approval s and Exenptions and For Affiliated

I nt erest Transaction Approval s

VEELCH, Chairnman; NUGENT, Conmi ssi oner

l. SUMMARY

In this Order, we grant Miine Public Service Conpany’s (MPS)
petition for reorgani zati on approvals and exenptions, and for certain
affiliated interest transactions related to the formation of a
whol | y-owned energy marketing affiliate, subject to conditions
di scussed below. W reject the request for approval that would all ow
the marketing subsidiary to publicize its affiliation with MPS.

11. BACKGROUND

On February 18, 1998, Maine Public Service Conpany (MPS) filed a
petition for reorganization approvals and exenptions pursuant to 35-A
MR S. A 8 708 and for the approval of certain affiliated
transactions pursuant to 35-A MR S. A § 707. As explained inits
petition, MPS is seeking approval pursuant to 35-A MR S. A 8 708 for
the formation of Energy Atlantic, LLC (EA) as a wholly-owned
subsidiary fromwhich it will be able to performvarious non-core
activities, such as retail and whol esal e marketi ng of energy and
capacity and the sale of energy-related products and services. MPS
is also requesting the authority to invest up to $2 mllion in the
subsi di ary, which would include any | oans or | oan guarantees by MPS
to EA. Sinmultaneously, MPS requests Comm ssion approval of the
followwng “affiliated interest” transactions pursuant to 35-A
MR S. A 8§ 707:

1) MPS' s maki ng or guaranteei ng unspecified |loans to EA, which
together wth any capital contributions or investnents, shal
not exceed the $2 mllion cap requested under 35-A MR S. A

§ 708;

2) MPS and EA entering into alimted liability conpany
operating agreenent, specifying the rights and duties of MPS
as EA' s sol e nenber;
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3) MPS and EA entering into a nanagenent service agreenent
setting forth the types of managenent services MPS w ||
provi de EA, how MPS shall be conpensated for these services,
and how costs will be allocated between the two conpani es;
and

4) MPS and EA entering into an agreenent with respect to
certain intangi ble assets, allowing EA to pronote its
affiliation with MPS and providing for paynment for the sane.

Finally, MPS seeks an exenption fromindividual Conm ssion
reorgani zati on approvals that may be triggered, under 35-A MR S. A
8 708), by each contribution of capital or loan by MPS to EA. MPS
asks for an exenption pursuant to 35-A MR S.A 8§ 708(2)(A), provided
that the total of all such |loans or contributions of capital by MPS
to EA shall not exceed $2 mllion.

On February 27, 1998, the Exam ner issued a Notice of Proceeding
and Qpportunity for Intervention. The Public Advocate petitioned for
and was granted intervention. The Public Advocate and the Advisory
Staff conducted oral and witten discovery regarding the MPS
petition. On June 17, 1998, the Public Advocate filed witten
comment s opposi ng the approval of the reorganization, primarily due
to the potential financial inpact on MPS and its ratepayers, and on
MPS's unwi | | i ngness to accept the full financial consequences of its
investnment. On July 1, 1998, the Advisory Staff submtted an
anal ysis intended to assess the financial condition and
credi twort hi ness of MPS.

The Comm ssion held a hearing in this matter. During the
heari ng, MPS presented the testinony of Calvin Deschene and Larry
LaPl ante in support of the reorganization. During oral argunent, the
Public Advocate stated that, if the financial risk of the investnent
were placed solely an sharehol ders, he woul d not oppose the proposed
reorgani zati on.

111. DISCUSSION

A. Statutory and Requlatory Criteria

Section 708 of Title 35-A governs reorgani zati ons of public
utilities. Section 708 states that no reorgani zati on may be approved
unless it is established by the applicant that the reorgani zation is
consistent with the interest of the utility's ratepayers and
investors. Section 708 further states that in granting an approval,

t he Comnm ssion shall inpose such ternms, conditions or requirenents
that are necessary to protect ratepayers including, anong ot her
t hi ngs, provisions which ensure:
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¢+ that the utility's ability to attract capital on reasonable
terms, including the maintenance of a reasonable capital
structure, is not inpaired;

¢+ that the ability of the utility to provide safe, reasonable
and adequate service is not inpaired,

¢+ that the utility’'s credit is not inpaired or adversely
af fected; and

¢+ that reasonable limtations are inposed upon the total |evel
of investnment in non-utility businesses.

35-A MR S. A 8§ 708(2)(A). Additionally, section 713 of Title 35-A
specifies that a utility may not charge its ratepayers for costs
attributable to unregul ated busi ness ventures.

These statutory provisions express a legislative directive
that utility diversification into unregul ated busi nesses be approved
only upon a denonstration that the utility's core activities wll not
be jeopardi zed. The concern is that investnents in unregul ated
busi nesses may have negative financial consequences, such as
i ncreasing the costs of debt and equity, that could inpact the
utility's ability to provide service on reasonable ternms. The
Legi sl ature al so sought to preclude ratepayer subsidy of unregul ated
busi nesses, as well as any unfair conpetitive advantages that may
result froman affiliation with a utility.

To inpl enent these legislative policies and directives, the
Comm ssion recently promul gated Chapter 820, which contains rules to
govern non-core activities and transacti ons between affiliates. 1In
adopting these rules, the Comm ssion reaffirnmed its policy that
rat epayers should be conpletely insulated fromthe financial inpacts
of utility investnments in non-core activities. Oder Provisionally
Adopting Rule, Docket No. 97-886 at 16-17 (Feb. 18, 1998). To
achieve this policy goal, Chapter 820 states that utilities may
invest up to a specified cap without Commi ssion review if the utility
has an investnment grade credit rating. A utility with a
bel owi nvest nent grade rating, with sone exceptions, is not permtted
to make an investnent in a non-core activity. Chapter 820 adopts the
utility’'s credit rating as the standard for allow ng investnents
because such ratings are a reliable indicator of a utility’s
financial health. Id. at 38. |If a utility is in weak financi al
condition, it beconmes nuch nore difficult, if not inpossible, to
insul ate ratepayers fromthe financial consequences of a non-core
i nvestnment. For exanple, an unsuccessful investnent by a financially
weak utility may result in a breach of a | oan covenant under
circunstances in which rate increases may be the only alternative to
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bankruptcy. The rational e underlying Chapter 820's provision is that
autility with a non-investnent grade bond rating is not financially
sound and, as a result, there is a reasonable likelihood that the
Comm ssion woul d not be able to fulfill its fundanental policy of
protecting ratepayers fromthe consequences of non-core activities.

Chapter 820 al so seeks to protect ratepayers from
subsi di zing non-core activities and prevent unfair conpetitive
advant ages by establishing specific affiliate transaction and
accounting rules. These rules require utilities and affiliates to
charge each other market rates for goods and service that are not
tariffed. To the extent a market price is unavail able, Chapter 820
requires the utility to charge its affiliate based on a fully
di stri buted cost methodol ogy. Ch. 820 § 4.

B. MPS Fi nancial Condition

The primary issue in this proceeding is whether the
financial condition of MPS is sound enough to allow for the approval
of its request to invest up to $2 mllion in EA. MS is not
currently rated by any of the major bond rating agencies. Therefore,
MPS does not have a credit rating that would allow us to directly
i npl ement the provisions of Chapter 820 as discussed above.! The
| ack of a credit rating, however, does not alter the basic conclusion
that a utility nmust be in sound enough financial condition to
insul ate ratepayers fromthe consequences of non-core investnents.
Under these circunstances, we nust independently assess MPS s
financial condition to determ ne whether to approve its investnent in
EA.

This matter nust be scrutinized carefully because MPS has,
in the recent past, endured serious financial difficulties. The
Conpany's financial problenms, due prinmarily to the shutdown of Maine
Yankee, led to a violation of its debt covenants resulting in a
significant increase in its debt costs. Additionally, the depressed
| evel of MPS s earnings during 1997 triggered the earnings-sharing
provision of its rate plan, contributing to a significantly higher
rate increase in 1998 than the anmount pre-established under the terns
of the plan.

To assess the Conpany’s financial condition, our Advisory
Staff anal yzed MPS's financial capacity by using statistical and
ratio analysis to approximate a bond rating. The results of that
anal ysis were m xed, indicating that the Conpany is borderline as to
whet her it would be of investnent grade quality. For this reason,
t he decision of whether to approve the investnment is an extrenely

!Chapter 820 provides that if a utility does not have a credit
rating, review of the reorgani zation occurs pursuant to 35-A MR S A
88§ 707, 708. Ch. 820, §8 5(C
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difficult one. After careful consideration, we wll allow MPS to
proceed with its investnent upon the condition, and with the conplete
under st andi ng, that ratepayers will not be subject to any additional
costs that may result fromthe investnent.

To enforce this condition, we intend to scrutinize any
future rate request to ensure that ratepayers are held conpletely
harm ess. MPS is under a permanent obligation to denonstrate in any
rate proceeding that no part of a rate request is caused by its
investnment in EA.2 |f MPS cannot nake such a showng, we will reduce
t he anobunt of the rate change accordingly to ensure that ratepayers
have been insulated fromthe investnent.® Mreover, we will not
all ow ratepayers to pay for any additional interest costs resulting
froma debt covenant violation that is caused in whole or in part by
the investnent; neither will we allow an increase in rates to
mai ntain or place the utility in conpliance with its debt covenants
if the violation or potential violation is a direct or indirect
result of the investnent.

W w il also act to neutralize any inpact of the investnent
on the Conmpany’s cost of capital through nechani sns, described bel ow,
that establish caps on the costs of debt and equity in future rate
proceedi ngs unless the Company demonstrates that the caps should not
apply. In essence, we adopt a rebuttable presunption that the costs
of debt and equity will not be higher than the caps. For existing
vari able-rate debt (either long-termor short-termdebt) on MPS s
books, we will use the current margin to the stated i ndex as the
maxi mum mar gi n al | owabl e regardl ess of the Conmpany’s future
ci rcunstances. The reason for this is that it is comon practice in
negoti ati ons regarding the breach of |oan covenants for lenders to
i ncrease the margins they charge the borrower and al so to inpose
additional fees. Currently, MPS s short-termborrowing rate (per its
revol ving | oan agreenent) has a margin of 1.375% above the applicable
LI BOR I ndex,* with a provision that will reduce this margin to 1.000%
when MPS neets certain financial ratio tests. In future proceedings,
we Wil maintain this margin of 1.00% above the LIBOR index for the

2MPS wi || have both the burden of production and burden of
per suasi on in such proceedi ngs.

]n the event that the portion of a requested rate increase
attributable to the EA investnent cannot be readily determ ned, we
wi || approxi mate an anmount based on any avail abl e information.

‘MPS' s overall cost rate could go up whenever the underlying
LI BOR i ndex increases. W would confine our adjustnents to the
mar gi n over the index, unless an event at EA caused the Lenders to
change MPS' s underlying index to sonething higher than the initial
(or current) index such as the Prinme Rate.
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Conpany's short-term debt for ratenaking purposes as caps on the cost
of debt unless the Conpany can denonstrate that an increase in the
margin is not related to its investnment in EA

In addition, MPS has two |long-termvariable rate debt
I ssuances out standi ng, one through the MPUFB and t he ot her through
the Finance Authority of Maine (FAME). These issuances have credit
enhancenments provided by third parties in addition to carrying
variable rates. In the case of the Maine Public Utility Fi nancing
Bank (MPUFB) issuance, the enhancenent is a letter of credit that has
a commtnent fee currently equal to 1.375% of the avail abl e anpbunt of
the letter. As with MPS s revolving short-termcredit line, there is
a provision in place for this fee to be reduced to 1.00% of the
avail able letter amount when MPS neets a certain financial ratio
test. The possibility of new fees and higher rates also exists with
the conpany’s fixed-rate long-termdebt. W wll simlarly cap MPS s
fixed-rate long-termdebt instrunents at their current enbedded cost
rates subject to a denonstration that a higher rate is unrelated to
EA.

It is conceivable that MPS could require future debt
i ssuances for utility purposes but be in a weakened financi al
condition due to sone event at EA. To prevent ratepayers from being
subject to this risk, MPS' s future debt cost will be capped at the
then current rate on investnent grade utility bonds (defined as
having a rating not |ower than BBB- from S&P, Fitch or Duff & Phel ps,
or Baa3 from Moody’s).

The question of segregating any cost inpact of the EA
i nvestnment on MPS s cost of equity is nore conplex. W adopt a
nmet hodol ogy to cap the Conpany's cost of equity using a variation of
a risk premum approach to insulate MPS s ratepayers from changes in
cost of equity due to investnents in EA. Rather than using Treasury
or other debt instruments as the benchmark to which an equity risk
prem um woul d be added, we will use an industry-specific risk prem um
for the foreseeable future. Specifically, we will calculate both the
current cost of equity for a peer group of electric utilities
conparable to MPS as well as the current cost of equity for an index
of water utilities to determ ne an appropriate premum (if any) for
the electric industry today versus the water utility industry. As
part of MPS' s upcom ng proceeding to establish transm ssion and
distribution rates, we will determ ne an appropriate “electric
i ndustry” cost of equity margin for MPS. This margin would then be
added to the calculated result for the sane index of water utilities
at a point in the future when the question may arise in order to
determ ne a maxi num possi ble cost of equity for MPS. The water
utility industry is our benchmark in this nethodol ogy because it is
not currently undergoi ng substantial structural change and remnains
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| argely a nonopoly service. It is reasonable to conpare the future
T&D utility industry to the water utility industry today.>

Therefore, the water industry appears to be a good proxy for the T&D
utility industry for the foreseeable future. |If future structura
changes in the water industry invalidate this conparison, we wll
revisit this position. For the tine being, however, this nethodol ogy
woul d capture changes in the capital markets that woul d have an

i npact on “pure utilities.”5

Addi tionally, our reorganization approval contains the
foll ow ng conditions:

¢ that the Conmm ssion may after providing MPS notice and
an opportunity for a hearing, order that no further
i nvestnment by MPS, in EA, be nmade upon a finding that
such action is necessary to protect the public
interest.”

¢ that the Conmm ssion may, after providing MPS notice and
an opportunity for a hearing, order divestiture by MPS
of EA upon a finding that such action is necessary to
protect the public interest.

¢+ that the Conm ssion have reasonabl e access to all books,
records, docunments and other information relating to EA

To concl ude, we enphasize to MPS that despite its current
or future financial condition, we intend to fulfill our policy of
i nsul ating ratepayers fromthe consequences of this investnent.
Therefore, if MPS decides to go ahead with the investnent, it is
doing so with the clear know edge that rate relief will not be
afforded if the need is a consequence of the investnent.

*This view of the future T&D Industry is shared by Standard &
Poor’s, Mbody’'s and Fitch Investor’s Service. See S&P' s: d obal
Sector Review, Cctober, 1997; Mody's: Special Conment: Future
Electric Distributors; Mre Stable than Generators, But not Risk
Free, October 1997; Fitch's: Utility Hol ding Conpani es Redepl oy
Capital, Novenber 1997

®'n the future, a sufficient nunber of "pure" T&D electric
utilities emerge, we may adopt nethodol ogies that use those utilities
directly, rather than our present choice of the water conpanies plus
some margi n.

'MPS indicated that its investnent of $2 million in EA will be
made in increnents.
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Under the conditions and requirenents di scussed above, we
approve MPS's petition for reorgani zati on approval to create EA and
i nvest (through capital contributions, |oans or |oan guarantees) up
to $2 mllion. As requested by MPS, we al so exenpt the Conpany,
pursuant to 35-A MR S.A 8 708(2)(A), fromany further
reorgani zati on approvals that may otherwi se be triggered by each
i ndi vi dual capital contribution or loan by MPS to EA up to $2
mllion.

C. Separ ati on Requirenments and St andards of Conduct

The MPS request for approval to formEA inplicates the
separation requirenents and standards of conduct provisions of the
Electric Restructuring Act.® 1In enacting this |legislation, the
Legi slature prohibited utilities fromengaging in the retai
mar keting of electricity, but permtted such marketing to occur
through an affiliated corporation. To mnimze potential market
abuses and anti-conpetitive activities that may occur through such an
affiliation, the Legislature required the Comm ssion to establish
separation requirements and standards of conduct governing the
rel ati onship between utilities and their marketing affiliates. On
July 1, 1998, the Conmmi ssion issued a Notice of Rul emaki ng, proposing
such rul es (Docket No. 98-457). Because the proposed rule reflects
the Comm ssion’s nost recent views on appropriate separation
requi renents, the Exam ner, during the hearing on this matter, stated
that it nay be reasonable to apply these rules to MPS and EA pendi ng
the final adoption of the rules. Accordingly, the Exam ner asked MPS
to respond to the application of the proposed rules, and request and
justify any exception fromthose rules.

On July 15, 1998, MPS responded to the Exam ner’s request.
MPS indicated that, except for the sharing of enployees prohibition,
MPS and EA would conply with the provisions of the proposed rule.
Pursuant to the ternms of the proposed rule, MPS requested certain
exenptions fromthe enpl oyee sharing prohibition.

The enpl oyee sharing prohibition is contained in
subsection (L) of section 3 of the proposed rule. The subsection
prohi bits the sharing of enpl oyees anong utilities and their
mar keting affiliates, and requires enployees of the affiliate to be
| ocated in a separate building. The prohibition applies even if the
enpl oyee is enpl oyed by one entity and only perfornms work for the
other entity. The provision does allow for an exenption upon a
specific finding that:

¢+ sharing enployees or facilities would be in the best interest
of the public;

8P. L. 1997, ch. 316, “An Act to Restructure the State’'s Electric
I ndustry,” (codified as Chapter 32, Title 35-A).
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¢+ sharing enpl oyees or facilities would have no
anti-conpetitive effect; and,

¢+ the cost of any shared enpl oyees or facilities can be fully
and accurately allocated between the utility and the
mar keting affiliate.

Inits July 15 filing, MPS (on behalf of itself and EA)
requested an exenption from subsection (L) for four specific
activities:

1. To allow MPS to performthe managenent service
contract;
2. To permt EA s enpl oyees, through a date no |later than

February 2000, to occupy a portion of the MPS office;

3. To permt MPS enpl oyees to perform accounting and
human resource services; and,

4. To permt certain enployees of EA to engage in
whol esal e sal es of electricity to which MPS has an
entitlenent but is surplus to its needs; the
arrangenent woul d expire on February 29, 2000.

Because the proposed standards of conduct rule represent
the latest articulation of our views in this area, we will require
MPS, as a condition of approval, to conply wth the provisions of the
proposed rul e pending the final adoption unless we grant specific
exenptions. W address each of MPS s requests for exenption bel ow
W will also address the proposal to allow EA to pronote its
affiliation with MPS.

Managenment Servi ces

MPS requests an exenption from subsection (L) to allow it
to performoverall managenment and corporate oversight, noting that
t he day-to-day managenment will be left to EA's principals. Such
managenent and oversi ght would include review ng EA' s request for
funding or review of any proposed major contract between EA and a
potential business ally. In support of the exenption, MPS states
that it would be in the public interest because allow ng MPS to
provi de these managenent services wll reduce the risk of EA' s
business failure which is in the best interest of MPS s ratepayers.
MPS addresses the potential anti-conpetitive effect by proposing
conditions intended to prevent EA from obtaining a market advant age
t hrough access to informati on obtained by MPS by virtue of its status
as a regulated utility. Specifically, MPS proposes:
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¢+ imedi ate contact between EA and MPS personnel during the
performance of the nmanagenent service contract will be
conducted by the President and/or one nenber of MPS s senior
managenent, selected by the President, who will retain that
function for the termof the nanagenent services contract.
These individuals will maintain a log of all immed ate
contacts between thensel ves and EA personnel, and every six
months will provide a copy of this log to the Conm ssion.

¢+ neither of these individuals will disclose to any EA enpl oyee
any information obtained by MPS solely as a result of its
status as a provider of core utility services unless that
information is also disclosed to non-affiliated conpetitive
el ectricity providers.?®

To address cost allocation issues, all MS enpl oyees who
provi de services to EA under the managenent service contract wl|
keep a record of their tinme, which will provide a basis for nonthly
i nvoi ces sent to EA under the contract. MPS states that because
t hese services are neither tariffed nor readily available in the
market, it will charge EA on a fully distributed cost basis.

Chapt er 820, section 4(A) governs the cost allocation of
shared enpl oyees and requires that such allocation be done using a
tariffed rate if available, the narket rate if the tariffed rate is
unavail able, or the fully distributed cost (FDC) nethodol ogy if
neither a tariffed rate nor the market rate is available. MPS states
that there is not a nmarket value that can be determ ned for the MPS
enpl oyees that will be shared with EA * and therefore it nust
allocate the cost of shared enpl oyees between MPS and EA using the
FDC net hodol ogy. It is our view that for shared enpl oyees the FDC
all ocation should result in a value close to the nmarket val ue of such
enpl oyees unl ess they are currently being significantly under- or
over-conpensated. Therefore, we will accept the FDC net hodol ogy as a
proxy for the market value of shared enpl oyees.

‘& interpret MPS's description of the applicable information
broadly to nean all information that is obtained as a result or as a
consequences of MPS performng its obligations as a regul ated
utility. Unless otherw se indicated, we interpret |anguage requiring
di scl osure to non-affiliated providers to nean the disclosure wll
occur sinultaneously or as soon as practicable after the information
is given to the affiliate. MPS uses this or simlar |anguage in
ot her proposed conditions. Unless otherw se indicated, we interpret
t he | anguage as stated in this footnote.

As di scussed bel ow, MPS al so proposes that accounting and
human resource enpl oyees provi de service to EA
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We do, however, disagree with one aspect of the Conpany's
proposal to inplenment the FDC nethodol ogy. In Attachment Ato the
Company's July 15, 1998 letter, MPS indicates that it wuld apply a
payroll overhead rate to the |labor dollars to allocate the cost of
benefits provided to MPS enpl oyees that are shared wwth EA * MS
notes that this overhead anmount woul d be based on MPS s total payrol
dollars. W do not know how this average overhead rate woul d conpare
to the actual overhead associated wth the specific enpl oyees that
wi |l be shared between MPS and EA; however, we assune there could be
significant difference, depending on which individual enployees are
shared with EA. Therefore, we wll require MPS to allocate the
actual overhead costs for the individual enployees shared between MPS
and EA

Wth this nodification, we find that the provision of
managenent services pursuant to the proposed conditions satisfies the
requi renment under subsection (L). Therefore, we allow the sharing of
enpl oyees under the conditions and restrictions described above and
in the MPS July 15 filing. Qur approval is prem sed on the nature of
t he managenent oversight being simlar to that of a board of
directors, rather than that of executive managenent. As part of our
conditions for approval, MPS is required to notify the Conm ssion in
witing as to the information provided to EA and the neans by which
the information was disclosed to non-affiliated providers.

Sharing of MPS Ofice

MPS requests that EA enpl oyees be all owed to conduct
business fromits operation center, where the majority of MPS
enpl oyees are al so housed. WMPS states that the arrangenent woul d be
transitional until March 1, 2000; at that tine, the expectation is
that EAwill be in a separate facility. MPS justifies the
arrangenment by stating that it does not require the space for its own
operation and any rent will be an additional profit for MPS.
Additionally, EA wll begin operations with very few enpl oyees and
expand over the first two years of operation; until EA is actually up
and running, it is difficult to know the actual space requirenents.
MPS states that the transitional arrangenent is in the public
i nterest because it provides rental incone to the parent and avoi ds

“The Conpany also indicated that its bills to EAwill include a
factor to allocate a share of MPS s conputer- and buil ding-rel ated
expenses associated with providi ng nmanagenent services to EA
However, the Conpany has not indicated howit will develop this
factor. Therefore, we require the Conpany to file for approval of
this factor at the tinme it files its accounting and human resources
agreenent for 35-A MR S.A 8§ 707 approval, as discussed later in
thi s docunent.



O der - 12 - Docket No. 98-138

econom cal ly wasteful expenditures by the subsidiary. To avoid any
anti-conpetitive effects, MPS proposes the follow ng restrictions:

¢+ EA personnel shall not have access to any MPS conputer
facilities or equipnent;

¢+ EA personnel shall be served by a separate outside tel ephone
line (EA calls will not go through the MPS sw tchboard),
t hereby avoi di ng the appearance of joint advertising or
affiliate pronotion by the parent;

¢ In order to prevent the preferential flow of market
information from MPS to EA, the traffic between EA and MPS
enpl oyees shall be subject to the follow ng restrictions:

EA enpl oyees shall not be allowed in any MPS work area
and except for their own work area, which is distinct
fromthe rest of the operations center, EA enpl oyees
shall be allowed only in non-work related areas (e.g.,
restroons, corridors);

Any MPS enpl oyee who enters the EA work area shall |og
in and out and wite the nature of his/her business.
The 1 og shall be avail able for inspection by the

Comm ssion at any tinme; and

No MPS enpl oyee shall disclose to any EA enpl oyee any
i nformati on obtained by MPS solely as a result of its
role as a provider of core utility services unless
that information is reasonably avail able to al
conpetitors on an equal basis.

Regardi ng cost allocation, MPS states that because a market
rate for commercial space in the Presque |Isle area can be determ ned,
MPS wi Il charge EA a nonthly rental fee based upon the |ocal market
i n accordance with Chapter 820, section 4(A).

We find that allowing the sharing of the MPS office for a
transitional period under the conditions proposed by MPS satisfies
the requirenments under subsection (L). W, therefore, allow EA to be
housed in the MPS operations center until March 1, 2000 under the
conditions specified in the July 15 filing.

Account i ng/ Hunen Resource Services

MPS states that EA will not be | arge enough, at | east
during the first several years, to support its own accounting and
human resource personnel, and therefore requests an exenption to
allow EA to obtain these services fromMS for an indefinite period.
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MPS proposes that EA enpl oyees continue, at least initially, to
participate in the enpl oyee benefits package and general insurance
coverage plan currently provided by MPS.*2 This continued
participation allows EA to benefit fromthe econom es of scale
enjoyed by MPS s | arger enpl oyee popul ation. MPS notes that although
this provides an advantage to EA it is not an advantage related to
MPS' s status as a provider of regulated services. Simlarly, MS
states that it would not be cost effective for EA at |east
initially, to enploy its own accounting staff and, because MPS woul d
have to duplicate nuch of the work done by a third-party accountant,
there is an econony of scale in allow ng accounting services to be
provi ded by MPS personnel.

MPS states that an exenption in these areas is in the
public interest because the realization of econom es of scal e reduces
EA's costs, and allows EA s principals to focus on business
activities that should enhance EA's chances of success. Simlarly,
EA can realize econom es by using the parent’s accounting services
whi ch shoul d avoid economi c waste. To address any anti-conpetitive
effect fromthe arrangenents di scussed above, MPS proposes to limt
i mredi ate contact between MPS and EA to a single enployee of MPS s
human resources departnent and a single nenber of MPS s accounti ng
departnment. MPS states that |ike nmanagenent services, human resource
and accounting services are not tariffed and not readily available in
| ocal markets; therefore EA will be charged for these services on a
fully distributed cost basis. For the reasons di scussed above, we
w Il accept use of the FDC net hodol ogy as a proxy for the market
val ue of the services of shared enpl oyees. '3

We find that allowng MPS to provide human resources and
accounting services satisfies the requirenents of subsection (L).
We, therefore, allow MPS to provide accounting and human resource
services pursuant to the conditions stated in the July 15 filing.

Sal e of Excess Power

Inits July 15 filing, MPS stated that until March 1, 2000
it will retain rights to the output of both its Tinker hydro facility
and its Wman 4 entitlenent; the entire Wman 4 entitlenment is excess
to MPS s needs, and the hydro production is excess at certain tines
during the year. MPS indicated that the individual nost experienced
i n maki ng whol esal e sal es of excess power, Ed Howard, w Il be
transferred to EA immedi ately upon its creation. MPS proposes to

MPS is required to submt the actual contract to the
Comm ssion for approval under 35-A MR S. A 8§ 707

BConsi stent with our earlier discussion, we require MPS to
al | ocate overheads associated with the specific enpl oyees, rather
t han usi ng a Conpany-w de aver age.
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have M. Howard continue to performthis function through February
29, 2000 while he is enployed at EA. MPS indicated that although

of f - syst em whol esal e sal es have produced substantial revenues to the
benefit of MPS s custoners in the past, such direct benefits of these
sal es can no | onger occur because, according to MPS, these off-system
sal es are non-core activities under Chapter 820(2)(C. As such, MS
clains that they nust be perfornmed by an unregul ated affiliate and
shoul d not be considered a service perfornmed for, or on behalf of

MPS, but solely for EA's own account. Under this theory, the
arrangenment woul d not involve shared enpl oyees as defined in the
proposed rule. MPS states that if it is incorrect and its proposal
does anount to a “sharing of enployees” as defined in the proposed
rule, MPS asks for an exenption to allow for the arrangenent.

In support of its request for an exenption, MPS states that
there is a public benefit in inputing the revenues fromsuch sales to
MPS for financial reporting purposes even though they are bel ow the
line for ratemaki ng purposes, because such revenues wll inprove the
Company’s financial indicators. |In addressing potenti al
anti-conpetitive effects, MPS acknow edges that EA m ght conceivably
have access to information that MPS has obtained by virtue as its
status as a utility. To address the possible anti-conpetitive
effects, MPS proposes the followng restrictions:

¢+ all information provided to EA by MPS will be related to and
used by EA solely for the purpose of nmarketing excess Wman 4
and hydro production through February 29, 2000;

¢+ wthin 30 days of its formation, and every six nonths
thereafter, MPS will informthe Conm ssion of all information
it has provided to EA pursuant to EA' s performance of these
excess power sales;

¢ by March 31, 2000, EA shall provide witten notice to al
NEPOOL participants that they have the right, at their own
cost, to obtain copies of all information previously provided
to EA by MPS that MPS obtained solely as a result of its
status as a provider of regul ated service; and,

¢+ EAwll limt the disclosure of any information received from
MPS only to M. Howard and the EA enployees directly invol ved
in the marketing of MPS s surplus power. These enpl oyees
shall not disclose this information to any ot her EA
enpl oyees.

Regardi ng cost allocation, MPS states that, if this
non-core activity is conducted only through EA, then under Chapter
820 there is no need for cost allocation. However, if the
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interpretation is incorrect, then under 820, section 4(E), EA
services will be billed to MPS at market price.

We disagree with MPS s underlying prem se that the
of f-system sal es of excess power fromthe Tinker facility and its
Wman entitlenment is a non-core activity under Chapter 820 and
therefore nust be conducted through a separate unregulated affiliate.
The sal e of excess power fromfacilities that MPS owmns to satisfy its
obligations as a regulated utility is clearly not the type of
activity contenplated by Chapter 820 as non-core. Although the
whol esal e sale is off-system and thus outside the Conpany’s service
territory, it is so integrally related to its core activity that it
cannot reasonably be separated for such purposes. Uilities are
under an obligation to provide electricity to retail custoners
t hrough use of the | owest cost conbination of resources. Satisfying
this obligation often involves purchasing and selling energy from
outside the utilities' service territory, in conjunction with
providing energy fromutility-owned units. Viewed fromthis |ight,
of f-system sal es of energy fromutility-owned units are sinply a
conponent of the utility's core activity of providing | east cost
energy to its custoners.* Additionally, MPS s ratepayers have
traditionally borne the risk of cost recovery fromthe Conpany’s
generating facilities and contracts and will continue to do so
t hrough future stranded cost recovery. Therefore, the benefit of any
sal e of excess power nust accrue to the ratepayers by accounting for
t hese revenues above the line. W note that until retail access
occurs and utilities are out of the generation services business,
gray areas wll exist regarding the nature of whol esal e sal es of
electricity as core or non-core. To the extent a situation falls
within the gray area, MPS should seek clarification fromus.?®

Havi ng found that the described activity is not a non-core
activity, we address whether the arrangenent should be all owed.
Consistent with our decision in the Central Mine Power Conpany's
request to forma marketing affiliate, Order, Docket No. 97-930 (July
6, 1998), we will allow MPS to contract with its marketing affiliate

“This situation is distinguished fromthat in which EA buys
power fromthe whol esale narket and resells it outside MPS s service
territory. Such an action would be a non-core activity.

During the hearing in this matter, MPS announced that it
recently entered a whol esal e contract to provide power to Houl ton
Wat er Conpany and that it anticipates transferring the contract to
EA. Because of the historical relationship of Houlton as an al
requi renments whol esal e custoner of MPS and because retail ratepayers
have, at least to sonme degree, been at risk for |ost whol esale
revenue, such a transfer nmay not be appropriate. W w | address
this issue when MPS files for approval to transfer the contract.
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to provide for the resale of power services.!® To address the
potential for anti-conpetitive inpacts of the arrangenent, we adopt
MPS' s proposed restrictions, as supplenented bel ow. MPS proposes
that EA provide notice to all NEPOOL participants that they have the
right, at their own cost, to obtain copies of all information
previously provided to EA. Because MPS is not in the NEPOOL control
area, we require MPS to also offer to provide the information to al

ot her conpetitive providers of electricity that it can identify that
may do business in its area. MPS nust nmake a reasonable effort to
identify all potential providers, and offer the information to al
providers |icensed by the Conmi ssion. MS will be under a conti nuing
obligation to nmake the information available to new providers as they
becone |icensed by the Comm ssion. The obligation will continue
until the Comm ssion finds that the information has becone stal e and
t hus usel ess. Regarding the costs that a provider nust pay to obtain
the information, MPS or EA shall charge providers only the sanme costs
that EA is charged for the sanme information. |If providers are
charged, the conpensation should be paid to MPS and accounted for
above the |ine.

Finally, because EA will be providing this service to MS,
MPS wi Il be required to file for approval of the transaction pursuant
to 35>-A MRS A 8 707; the filing should include a description of
how t he market price of the services is determned. |In the event the
costs to MPS of purchasing the services fromEA is greater than the
costs that would have occurred if M. Howard services were retained
i n-house and MPS sold the excess power itself, the difference in cost
shal | be borne by shareholders. MPS is under a continuing obligation
to denonstrate that such cost differences are not paid by ratepayers.

Use of the MPS Nane

In its original filing in this case, MPS proposed that EA
be allowed to pronote its affiliation with MPS. Such an action by EA
woul d be prohibited under subsection (J) of the proposed rule. MS
did not address this matter in its July 15 filing, but during the
hearing stated that subsection (J) would not apply because it only
restricts the utility in engaging in joint advertising or marketing,
not the affiliate.

We disagree with MPS. Subsection (J) of the proposed rule
defines joint advertising or marketing prograns to include the use of
the sane or substantially simlar name that would require paynent for
goodwi | I under Chapter 820. MPS recognizes that the ability of EA to
advertise its affiliation requires a paynment for goodw || under
Chapter 820, in that MPS proposed such a paynent. Because the use of

¥I'n the event that retail access in Northern Miine is del ayed,
t he Comm ssion and the Conpany wll need to generally re-evaluate
MPS' s arrangenent with EA
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the MPS nane as contenplated in its filing is prohibited by the
proposed rule, we will not allow EA to do so pending the fina
adoption of the rule. Because of this finding, we need not address
whet her MPS's proposal for paynent for goodwill is consistent with
Chapter 820's policies.

D. Section 707 Affiliated Interest Transactions

As stated above, MPS seeks section 707 approval for four
affiliated interest transactions. Consistent with our prior
di scussion and subject to the applicable conditions and restrictions
st ated above, we approve the follow ng transactions:

¢+ MPS neki ng or guaranteeing |oans to EA
¢ LLC operating agreenent;
¢+ Managenent services agreenent.

Al so consistent with our prior discussion, we deny approval of the
i nt angi bl e asset agreenent.

Accordi ngly, we
ORDER

1. That the reorganization to create a whol |l y-owned energy
mar keting affiliated is hereby approved pursuant to 35-A MR S. A
8 708, subject to the conditions and restrictions described in the
body of this Order.

2. That a capital contribution not to exceed $2 mllion is
her eby approved pursuant to 35-A MR S. A 8§ 708, subject to the
conditions and restrictions described in the body of this O der.

3. That a wai ver of further reorgani zati on approvals is hereby
granted pursuant to 35-A MR S.A. 8 708(2)(A) as described in the
body of this Order.

4. That | oans or | oan guarantees not to exceed $2 million
(i nclusive of capital contributions) are hereby approved pursuant to
35-A MR S. A 8 707 subject to the conditions and restrictions
described in the body of this Order.

5. That the LLC operating agreenent is hereby approved
pursuant to 35-A MR S. A 8§ 707 subject to the conditions and
restrictions described in the body of this Order.
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6. That the managenent service agreenent is hereby approved
pursuant to 35-A MR S. A 8§ 707 subject to the conditions and
restrictions described in the body of this Order.

7. That the petition for approval of the agreenent with
respect to certain intangi ble assets is hereby denied.

Dat ed at Augusta, Maine this 2nd day of Septenber, 1998.

BY ORDER OF THE COW SSI ON

Dennis L. Keschl
Adm nistrative Director

COMM SSI ONERS VOTI NG FOR: Wl ch
Nugent



O der - 19 - Docket No. 98-138

NOTI CE OF RI GHTS TO REVI EW OR APPEAL

5 MR S. A 8 9061 requires the Public Uilities Comm ssion to
gi ve each party to an adjudicatory proceeding witten notice of the
party's rights to review or appeal of its decision nade at the
concl usion of the adjudicatory proceeding. The nethods of review or
appeal of PUC decisions at the conclusion of an adjudicatory
proceedi ng are as foll ows:

1. Reconsi deration of the Comm ssion's Order may be requested
under Section 1004 of the Conm ssion's Rules of Practice and
Procedure (65-407 C MR 110) within 20 days of the date of the
Order by filing a petition with the Conm ssion stating the
grounds upon whi ch reconsideration is sought.

2. Appeal of a final decision of the Conm ssion may be taken
to the Law Court by filing, within 30 days of the date of the
Order, a Notice of Appeal with the Adm nistrative Director of

t he Comm ssion, pursuant to 35-A MR S.A 8§ 1320 (1)-(4) and the
Mai ne Rules of Civil Procedure, Rule 73 et seq.

3. Addi tional court review of constitutional issues or issues
i nvol ving the justness or reasonabl eness of rates may be had by
the filing of an appeal with the Law Court, pursuant to 35-A

MR S. A 8 1320 (5).

Not e: The attachnent of this Notice to a docunent does not indicate
the Comm ssion's view that the particul ar docunent may be
subject to review or appeal. Simlarly, the failure of the
Comm ssion to attach a copy of this Notice to a docunent does
not indicate the Conm ssion's view that the docunent is not
subj ect to review or appeal.



